- 2-

Disruption to the cable industry from the new rate rules has
already been alleviated by extending the effective date of the
rules from June 21st to September, over two months. Any
disruption resulting from moving up the effective date to
September 1lst will be ameliorated by the Commission decision to
extend its preemption of federal and 1local notification
requirements. This would allow operators to make rate changes up
to September 1l1lst, as they would under the current scheme. It
would also give operators additional time during the start-up
phase to file their rate schedules on Form 393 with either local
government or FCC.

The FCC will continue to exert every effort to administer
the Cable Act consistent with Congressional intent.

Chairman Quello also emphasized today that consumers have
not been informed that the rate freeze effective April 1st will
have saved consumers between $122 and $200 million according to

Paul Kagan Associates, Inc. Research. This was based on
projections in Kagan’s 1992 financial data book and on the
consumer price index. Paul Kagan is a leading independent

researcher of the cahle industrv.

-FCC-
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June 16, 1993

The Honorable James H. Quello ~ ﬁ %7/

Interim Chairman

Federal Communications Commission
1919 M Street, N.W.

Washington, D.C. 20554

Dear Chairman Quello:

Although I have tremendous sympathies for the resource
problems at the Federal Communications Commission, I find it
totally inexcusable that the Commission has delayed
implementation of cable rate regulation in a manner that will
significantly diminish the rate relief that consumers should
receive under the Cable Act passed by Congress last year. I do
not understand why extension of the June 21, 1993 implementation
date and delaying the availability of complaint forms are related
to the Commission's resource problems. While it may take longer
to process complaints and certify cities than originally
expected, these delays should in no way expunge consumers' rights
for full rate relief once the Commission has determined that
rates are unreasonable. I ask the Commission to carry out the
intent of the law passed by Congress and ensure that consumers
may obtain refunds for basic rates from June 21, 1993, and that
consumers have the ability to file complaints for other cable
programming services any date after June 21, 1993.

Again, I understand that the Commission's resource problems
are severe and I will do whatever I can to increase the
Commission's funding. I do not believe, however, that this
resource shortfall should disadvantage consumers. I urge you to
remedy this problem as soon possible.

ingerely

IEL K. INOWYE
U.S. Senator
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July 7, 1993

The Honorable James H. Quello
Acting Chairman

Federal Communications Commission
1919 M Street, N.W.

Washington, D.C. 20554

Dear Chairman Quello:

I am very concerned about reports that the Commission
intends to use October 1, 1993 as the effective date for
implementation of rate regulations pursuant to the 1992 Cable
Act. I strongly urge the Commission to reconsider the timetable
for taking action on this critical section of such importance to
American consumers.

While I am sympathetic to the Commission’s administrative
concerns and requirements, the Commission should not make the
public wait any longer to see the $1 billion in savings they were
promised by the Commission in April. Consumers have already lost
a significant portion of these potential savings, they can not
afford to lose any more. The continued delay until October will
cost consumers an estimated $250 million.

On Friday, Presiderit Clinton approved an increase of $11.5
million to the Commission’s 1993 budget so that implementation of
the rate regulations could begin immediately. With the necessary
funding now approved, the meter for savings to the consumers
should begin ticking as soon as possible and the Commission can
begin to deal with any administrative concerns on a reasonable
timetabkle.

For this reason, the Commission should set August 1, 1993,
as the effective date for the regulations. The effective date is
critically important to preserving the promised savings for
consumers because any refunds or rate rollbacks will be tied to
this date. 1In this way, the Commission can assure consumers that
relief is in sight while concomitantly beginning the logistical
implementation of rate regulation as soon as possible. N

You will recall that during the Subcommittee’s June 17,
1993, oversight hearing on the implementation of the 1992 Cable
‘Act, the Commission agreed to respond within days of the
President’s approval of a supplemental appropriation as to its
adjusted timetable to begin to regulate cable rates. Now that



The Honorable James H. Quello
July 7, 1993
Page 2

this additional funding has been approved, I look forward to the
Commission providing me with its adjusted timetable by Friday,
July 9. If you have any questions about this matter, please
contact Kristan Van Hook of my Subcommittee staff at

(202) 226-2424.

Sincerely,

Edward J. zrkey 2

Chairman
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Federal Communications Commission Record

Separate Statement
of
Chairman James H. Quello

In the Matter of Implementation of Sections
of the Cable Television Consumer Protection
and Competition Act of 1992 (Rate
Regulation), MM Docket No. 92-266.

This is a difficult decision.

If I were free to set the effective date of rate
regulation based solely on what makes the most
sense from an administrative standpoint, I would
have let the October 1 date stand. But I do not
have such freedom. I am required to balance all
the factors facing the Commission; the enormity
of the task and the potential for massive

_ disruption of service must be weighed against the
congressional desire that the date be moved, and
against the prospect that failure to heed
Conference Report language could have lead to
additional budget cuts for the Commission.

I am committed to the complete and orderly
implementation of the Cable Act in this year, as
well as the next. Perhaps more importantly, 1
believe it is vital to uphold the integrity of the
Commission, and to push forward on the many
other statutory responsibilities with which we
are charged. Accordingly, I chose not to gamble
with the FCC’s future by retaining the October 1
effective date.

The suggestions made by some that the
Commission’s actions regarding the effective date
reflect a reluctance to implement that 1992 Cable
Act are astonishing and ridiculous. The staff of
this agency has labored around the clock since the
Act's passage to produce the record number of
difficult rules mandated by Congress. No one
could seriously suggest that the Commission has
deviated from the statutory design to unfairly
favor the cable industry. At all times, the
Commission has endeavored to follow
congressional will, as expressed both before and
since the passage of the Act.

The reasons the Commission changed the
effective date in the first place have been
thoroughly discussed elsewhere and I will not
repeat them. See, e.g., Congressional Record,
July 1, 1993 at H4472-73 (Statement of Chairman
John D. Dingell). But considering all the factors

described above, the Commission is following the
most responsible course,

. Part of being responsible includes today’s
denial of Consumer Federation of America's
Emergency Petition for Immediate
Implementation of Emergency Rule Permitting
Immediate Rate Regulation.l CFA proposed that
the Commission issue an order authorizing cable
subscribers to unilaterally withhold 15 percent
of their next cable bills. Excessive withholdings
would then be subject to Commission orders
requiring the subscribers to reimburse the cable
operators. Granting this petition would have
completely disrupted the Commission’s
implementation plan and would have promoted
chaos for the industry and consumers. The
petition appeared to be more of an effort to grab
headlines and to engage in self-aggrandizement
than a serious plan for rate regulation.

The Consumer Federation of America's
proposal would harm consumers because of the
confusion it would create and because it would
freeze the Commission’s processes to a far greater
extent than any plan that may have been suggested
by the cable industry. But it underscores that
organization’s pathological disregard for the real
world implications of its suggestions. For
example, shortly after the Commission extended
the effective date to October 1, CFA’s legislative
director called my office and angrily demanded
that all FCC personnel be pulled off other duties
to stuff envelopes so that rate regulation could be
implemented immediately. When informed that
this would mean halting work on important
policy matters, such as video dial tone and PCS,
among other issues, he replied, “I don't care.”

Of course, no responsible policymaker could
seriously consider such demands. And,
formunately, the Commission did not. This agency
has a statutory obligation to regulate
communications industries for the benefit of all
the public, and is not obliged to accede to the
demands of groups who, despite their pretensions,
have not been appointed the bargaining agents for
all consumers,

This is not to say that the Commission has
been unaffected by our new regulatory
responsibilities. All of our other statutory-
missions have suffered. But through a conscious
effort to apply rational management techniques,
we have been able to move forward. On July 22,




Federal Communications Commission Record

for example, President Clinton praised the
Commission for its recent actions to promote
new technologies including PCS.

Accordingly, 1 believe that the
Commission’s actions on the effective date for
rate regulation, including denial of the CFA
petition, serve the larger public interest embodied
in the Communications Act.

1CFA was joined by Media Access Project, Public
Citizen and the Center for Media Education. Some
among these groups have some familiarity with the
Commission and should have known better than to
sign on to such a transparently unrealistic proposal.
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DECLARATION

|, William Shew, hereby deciare under penalty of perjury that the following
statements are true and correct:

| am Director of Economic Studies, Arthur Andersen Economic
Consuiting. | have engaged in numerous studies of the economics of cable
systems and television markets in the United States and Europe. My curriculum
vitae is attached.

| have been asked to examine the foundation of the benchmarks
proposed by the FCC to reguiate the prices of basic cable services, particularly
as those benchmarks apply to small cable systems, defined as having fewer
than 1000 subscribers. The benchmarks are intended to describe the prices that
"competitive” cable television systems would charge for basic cable service
packages. The FCC recognized that the prices a cable system charges —
whether "competitive" or not -— depend on characteristics of the service it
provides. its schedule of competitive benchmarks is a function of (1) the number
of sysiem subscribers, (2) the number of channeis available on ail regulated
tiers, and (3) the number of satellite delivered channels on all regulated tiers.
The FCC plans to prohibit any "non-competitive” cable system from charging
service prices higher than the benchmark prices that, according to its analysis, a
"competitive™ cable system would charge in the same circumstances.

My conclusions conceming the siatistical validity and the soundness of
the benchmarks can be summarized as follows:



1.  There are inaccuracies in the FCC data used to develop the
benchmarks. Determining how these inaccuracies have affected
the benchmarks would be quite difficult.

2 The FCC's sample of small competitive systems is quite small, with
the resuit that the benchmarks derived by the FCC are
characlerized by a significant degree of uncertainty.

3. A number of the systems used to develop "competitive”
benchmarks are municipal systems or private systems engaged in
price wars, whose prices would tend to understate the prices that
are sustainable in long-fun competition.

4. The FCC benchmark equation doss not adequately predict the
prices charged by small, competitive cable systems.

| will begin by summarizing how the FCC constructed its benchmarks,
which is necessary t0 understand their infimities. | will then explain my
reservations about the benchmarks.

Benchmark Construction

To develop its competiive benchmarks, the FCC began by sending a
quesiionnaire {0 systems serving 748 cable franchises, out of a iotal of
approximately 30,000 cable franchises operating in the U.S.. Of the 748
surveyed franchises, 300 were randomly selected. The remaindar consisted of
at least one franchise belonging to each of the largest 100 cable systems and
franchises where the FCC believed that “effective” compatition was taking place.
Cable systems were askad to report what basic cable service packages they
provided, how many channels were supplied on each service and the price that
was charged, as of Seplember 30, 1982. They were also asked to report the
number of subscribers to sach service, and various other information.



Much of the information requested by the FCC is specific to individual
franchise areas served by the selected cable systems. Quite commonly, a single
cable television system serves adjacent communities or areas that, from the
perspective of local franchising authorities, consist of separate franchises. That
a cable operator's service territory may consist of several contiguous franchises
is normally irelevant to the operations of a cable system. The operator
customarily provides the same set of service options throughout the service
area, charging a price for each that does not vary from one franchise to another.
But since “competition”, as defined by the FCC, can sometimes be present in
one of a cable system's franchise areas and not others, the basic unit of
observation in the database developed by the FCC is the cable franchise. For
each of the sampied cable systems, the FCC requested information on the
“primary” franchise and, if the system's service territory consisted of more than
one franchise, a sscond franchise. A system's “primary” franchise was defined
by the FCC as the franchise drawn in the sample. The “secondary” franchise
was to be chosen to favor examples of effective competition, different channel
line-up or prices, and large subscriber size. Of the 687 systems retuming valid
questionnaires, 267 reporied on only a primary franchise and 420 reported on a
primary and secondary franchise.

After compiling the data reported by the surveyed cable systems, the FCC
then selected a subset of the responses, which it used to develop the
= . e — 2o m - o - - gy ﬁ,_. 57 4

eliminaied cable franchises for which the reported data contained important
. omissions. From the remaining franchises, it then selected all randomily selected
“Sirgt” franchisas and all franchisas satisfving the “affactive comnatitinn” critaria



The benchmarks themseives are expressed in terms of the average price
per channe! a cable system would be allowed to charge for basic cabie services.
Many cable systems offer two or more basic service packages, often referred to
as tiers. in such instances, the basic service prices charged by a cable operator
would be testad by comparing its subscriber-weighted average price per channel
to the benchmark price for systems having its attributes. in the exampile below,
mmwpﬁapﬂmﬁs&.%.mbmchcmh.
which invoives dividing the subscriber-weighted average price by the subscriber-

-weighted number of channels. The subscriber-weighted price is $11.60

(lox_ss%+uls£=ll'6) and the subscriber-weighted number of channels is 14

500 100 L $11.60 _
(le;.B-l-sz-sE 14), which gives 82.9¢ (—1-4——82.9‘)
Tier Price Subscribers Channels
Basic $10 500 10
Expanded Basic $8 100 20

Using the sub-sample of the cable system franchises it selected, the FCC
developed its benchmarks by estimating an equation relating the average price
per channel charged by a cable sysiem in a franchise arsa, calculated in this
fashion, to four factors: - (1) system subscribers, (2) number of channels
available in all regulated tiers, (3) number of sateliite delivered channels in all
reguiated tiers, and (4) whether effective competition exists in the franchise.
The resuiting equation was then transiated by the FCC into a series of tables
displaying the benchmark price as a function of atiribules of cable systems.

" Exampiles of FCC benchmarks are displayed in the following table.



Benchmark Price/Channel, 200 Subscribers

Total Basic Channels
Sateliite Channels 12 24 20
6 $1.436 $0.776 $0.404
16 - $0.856 $0.446
30 - - $0.476

Benchmark Price/Channel, 800 Subscribers

Total Basic Channels
Sateliite Channeis 12 24 20
6 $1.307 $0.755 $0.383
16 - $0.833 $0.434
30 - - $0.463

Benchmark Evaluation

For banchmark prices io be reasonable, they must aliow the cable
systems reguiated by them an opportunity to recover the cost of providing cable
service, including the cost of capital. If benchmarks prevent a number of cable
sysiems from recovering their costs, the long-term consequence will be a
withdrawal of service from those areas, something not in the interest of

.

CONSUMers.
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To evaiuate whether benchmarks are likely to provide systems with the
opportunity to recover their costs, it is helpful to address the following questions.

1. Are the data used to construct the benchmarks accurate?

2. Are the service prices charged by the "competitive” systems in the
sampie adequate for those cable systems to racover their costs?

3. is the sample of competitive systems sufficiently large to produce
a statistically reliable measure of "competitive" prices?

4. Do the benchmarks take into account all of affecting service costs
that would be necessary to prevent the benchmark prices from
falling below service costs for some cable systems?

it is true that, in the new regulatory erwironment, a cable system feeling
that the benchmark applicable to it is unreasonably low would be afforded the
opportunity of justifying its prices by reference to its cost of service. Thus, it
might appear that the reasonableness of the benchmark prices should not be of
great concemn. But that overiooks the consideration that many cable systems,
especially small ones, frequently do not have the detailed cost records,
extending back in time, that fims accustomed to cost-based rate regulation are
in the practice of keeping. Even those small systams that have maintained and
presqvedthenmwycoﬂmcordswouldhmtopmpmwhataveranalym
are required to implement the methodology that is adopted to estimate service
costs. The burden that wouid be imposed on such systems of developing a cost-
dWMMMRMWM:de
regulation establish reasonable price caps.

{ will now tum to a discussion of what | see as some of the deficiencies of

"~ the FCC benchmarks.



1. inaccurste Data

The portrayal of service prices, subscriber numbers and channel carriage
contained in the FCC's database is not aiways accurats. That is clear from spot
checks parformed under my direction and aiso from a comparison of the FCC
database with a "correcied” version of the database prepared by the National
Cabie Television Associstion. It would be very laborious to develop a systematic
evaluation of the error rates in the FCC database, the average size of the errors,

fandﬂnaﬂeddmoumonhewmwtmmc.

Although such an evaluation would be quite useful, | am not aware that anyone
has undertaken it. -

in its absence, all that can be said is that emors in the FCC data may have
produced inappropriate benchmarks.

2. Small Sample Size

Of the 377 franchises used to develop the benchmarks, the overwheiming
share are “non-competitive”, according the FCC's ciassification scheme. They
would have had only a minor effect on the statistical derivation of “competitive”
benchmarks — as indeed should be the case, given the objective of obtaining a
benchmark that describes the cable service prices that emerge in competitive
markets. '



The FCC designated three tests to delermine whether a franchise is
characterized by “"competitive” prices. Cable service qualified as "competitive™ if
it satisfied any of those conditions, which the FCC characterizes as categories
A B,and C.

Category A:  Service penetration in the franchise area is no greater than
30%

Category B: Competing systams serve the franchise!
Category C:  The franchise contains a municipal cable system?

“For brevity, | will refer to these criteria of competition as, respectively, 30%
penetration, overbuilds, and municipal systems.

The equation used by the FCC to generate the benchmarks is estimated
from a sample containing only 45 small "competitive™ cable systems — not a
terribly large number to provide a firm foundation for regulating the prices
charged by every small system in the country. Within the group of small
competitive sysiems, there are only two representatives of systems having
between 500 and 750 subscribers, and only five with between 750 and 1000.
There are various ways of quantifying the imprecision small sample size
introduces in the development of competitive benchmarks. One useful measure
relates to the variable in the FCC's equation characterizing whether or not a

1 More precissly, 10 qualify as competitive by this test, a rival system must cover 50% of the
franchiss and cbilain s pensiration rale above 15%.

2 More precisely, the “ranchiss authorily” must offer a video programming service that is

" svaiiable in over 50% of the franchise area.



Table 1: Small Systems in the FCC Sample

Sysiem Not 30% Private  Municipal | Category
Subscribers | Competitive | Penetration _Overbuilds _ Markets Total

Ot0 50 5 0 10
50 to 100 7 0 0 12
100 to 250 19 7 4 1 31
250 to 500 25 9 0 4 38
500 to 750 15 1 1 (0 17
750 to 1000 9 3 2 0 14

TOTAL 77 32 7 6 122

According 1o the FCC's ansiysis, service prices are 9% lower in
"competitive” franchises, other factors equal. in other words, if two systems
have identical numbers of subscribers and channeis, but one operates in a
~ "competitive” franchise and the other does not, the FCC would predict that
service prices in the competitive franchise would be 9% lower. But in actuality,
that estimate is subject to some uncertainty, which can be quantified. The
probability is 95% that franchise competilion reduces prices gomewhere
between 3.5% and 14.1%. In calculating its benchmarks, the FCC has assumed
that competition uniformly reduces service prices by 9%, which is close to the
midpoint of this interval. But we can be 95% sure only that the “"comect”
benchmark prices are somewhers between 3.5% and 14.1% below the prices

charged in systems classified as non-competitive.

, mmﬁmd«mmmmmdm
systems in the database capable of providing a reliable guide 10 "competitive”



prices. Six of the small cable sysisms qualify as competitive because they are
municipally owned or compete with a municipal cabie system. But in those
markets, prices may well be below the cost of a private sector operator, because
municipal cable services have unique cost advantages. In addition, six of the
seven private overbuilds involving small systems have existed five years or iess
(five of thess have been competing less than four years). Such short-term
competition is typically characterized by price wars, during which prices are heid
below average total cost. If the short-term overbuilds (lasting five years or less)
and markets involving municipal systems are removed, the FCC sample contains

‘only 33 small "competitive™ cable franchises.

Small Systems with Competitive Franchises
Competition Critaria " FCC Data Ciean FCC Data
30% Penetration 32 32
Private Overbuilds 7 1
Municipal Franchises 6 0
Total , 45 a3

3. inappropriate Choice of Benchmark Systems

cannot be expected to provide a reliable guide to the prices that characterize
sustainable competition between private cable systems. A municipal cable
system has cost advantages unavailable 1o private cable sysiems, including -
access {0 inexpensive finance (tax exempt bonds), use of public rights-of-way at
no charge, and exemption from franchise fees and property taxes. These

considerations would lead to the expectation that prices charged by municipal

10



systems tend to be lower than the prices charged by competing private cable
systems.

That doss indeed seem to be true of the cable systems in the FCC
database. The "competition” variable in the FCC's benchmark equation
indicates whether the systam qualifies as being classified as competitive by any
of the three FCC tests (30% penetration, private overbuild, municipal system).
‘We repiaced that single variable in the analysis by separate variables indicating
whether or not the sysiem (a) had a penetration rate of 30% or less, (b) was
involved in a private overbuild, or (c) was a municipal system. With that
reformulation, we re-estimated the FCC equation. The results revealed that
basic service pricas charged by municipal systems are almast 15% below prices
charged by competing private systems, other factors equal.

It is also questionable whether some of the prices charged by competing
private systems provide a suitable basis for developing benchmark prices.
Cabie overbuilds aimost invariably precipitate price wars far more drastic than
the price competition that occurs in most markets. The reason is not hard to
find. The fixed costs of providing cable service are quite high, consisting
essentially of the distribution system. Once those costs are incurred, the
variable cost of serving subscribers is relatively low. When cable systems
compete head-io-head, sech has an incentive to drop its price as low as the
variable cost of service, a low figure, if the altemative is to lose subscribers to
the rival cabie system.

As a case in point, one of the overbuild cable systems in the FCC
database is charging $1.85 for its second tier, which contains 26 satellite-

11
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transmitied channels of programming. We determined the channel line-up (the
FCC did not ask for such information) and caiculated the programming fees that
the system would incur for each tier 2 subscriber. That cost alone, assuming the
program fees had besn charged at “rate card”, would have amounted to over
$2.70 per subscriber — substantially above the price being charged by the
operator for the service. In practice, cable systems often obtain substantial
discounts from a channel supplier’s rate card. But even then, this case provides
a clear example of a price that is unsustainable over the long run. Benchmarks
reflecting price wars could clearly prevent cable systems from recovering their

_ service costs, and the resulting regulation would provide no incentive to continue

tosupplyc-bleunnca

Competitive banchmarks should be developed from instances of enduring
competition, in which the rival cable systems have moved beyond the price-war
stage to reach a sustainable price equilibrium that allows each to recover its
fixed as well as variable service costs. Price wars typically characterize the
early few years of an overbuilld situation. After that, either some form of
consolidation of the two systems occurs or competition persists, but with each
rival increasing its price to a sustainabie level.

Evidence of this can be found in the FCC database. We re-estimated a
modified version of the FCC equation, using only those cable systems invoived
in an overbuild situation, and we added a variable describing how long
competition had persisted in each instance. | found that in franchises where the -
duration of competition was five years or less prices were 30% lower than in
those franchises where competition had endured at least six years. The

statistical reliability of this difference is extremely high, which means there is
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